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NOTES AND MEMORANDA 



MINORITY SHAREHOLDERS IN RAILROAD 
COMBINATIONS 

A complicated phase of inter-railway relations in connec- 
tion with consolidation arises out of conflict of interest 
between majority and minority stockholders. This conflict 
is peculiarly likely to occur whenever a bare majority of the 
stock of one railroad is held by another railway company. 
Abuse of corporate control may be exercised in two dis- 
tinct ways; the majority may manage the smaller company 
permanently in the interest of the dominant owner, regard- 
less of the rights of the minority to a fair return upon their 
investment; or else it may so operate it for a time as to 
force the minority to sell out their holdings at a sacrifice. 
The best illustration of the latter policy is afforded by the 
leading case of the New York and Northern Railroad, as 
adjudicated in 1896 by the state Court of Appeals. 1 The 
New York Central, being desirous of acquiring this little 
company which operated a short line from the Harlem 
river north, first acquired a substantial block of its second 
mortgage bonds, together with a majority of its capital 
stock. It then proceeded, as alleged by the minority stock- 
holders, to cancel valuable traffic contracts as well as so to 
operate it as to cause default in the interest on the bonds. 
The New York Central thereupon, as holder of these bonds, 
sought to foreclose upon the mortgage, buy it in at auction, 
and thus " freeze out " the minority stockholders. Simon 
Sterne, representing their interests, however, after pro- 
tracted litigation succeeded in preventing this outcome. 
A somewhat similar policy, except as to the details of pro- 

i 150 N.Y., 410. 
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cedure, seems to have been adopted in 1902 by the Rock 
Island directorate in order to force the minority stock- 
holders of the Choctaw, Oklahoma and Gulf to accede to 
their program of combination. Manipulation of the same 
sort is charged in the protest of the minority shareholders 
of the Rutland Railroad in 1912 against their treatment 
by the New Central management, in connection with pro- 
ceedings before the Public Service Commission relative 
to transfer of the Rutland company to the New Haven 
system. 

The other policy, that of protracted operation of a sub- 
sidiary line for the benefit of another railroad owning a 
majority of its shares, rather than for the immediate interest 
of all its own shareholders alike, is illustrated by the ex- 
perience of the Kanawha and Michigan. The facts have 
been brought to light in the course of litigation in the Federal 
courts extending over the greater part of a decade. 1 It 
forms a part of the checkered history of the ill-starred 
Hocking Valley Railroad. The smaller company, the 
Kanawha and Michigan, held a strategic position in the 
Ohio and West Virginia coal fields. It was ever likely to 
develop into a " disturbing factor " in the general policy 
of rate harmony initiated by the Trunk Lines after 1900. 
It was at the time free of indebtedness and in a fair way 
to prosperity; the stock sold nearly at par. A bare majority 
of this stock was acquired by the Hocking Valley; which, it 
is alleged, has since that time continuously subordinated 
the interests of the Kanawha and Michigan company to 
its own advantage. Opportunities for independent develop- 
ment have been refused, as well as all new sources of busi- 
ness and other railway connections. The new Virginian 
Railway, for example, constructed by the late H. H. Rogers, 
might easily have afforded it an excellent outlet to the 
south and east. This policy of repression was pursued 
for years with the result that no dividends were ever paid 
upon the capital stock. The state of Ohio brought pressure 

1 Reviewed in an address by Samuel Untermeyer before the New York County 
Lawyers' Association, January 5, 1911. 
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to secure its release; but these efforts were thwarted in 
various ways by transferring its shares from one hand to 
another. The final outcome was a surrender of the minority 
shareholders through a sacrifice sale of their holdings. 

During these same years the minority shareholders of 
the Hocking Valley itself have been protesting in the Federal 
courts against the compact of 1902, whereby 51 per cent 
of its stock was apportioned among five neighboring roads 
in Trunk Line territory. The object was evidently in this 
case simply to prevent this road, a minor cross line, from 
disturbing the harmony of the rate situation. The minority 
stockholders, however, allege that a limitation of the joint 
holdings of these companies to bare majority control has 
deprived them of a market for their property. How the 
acquisition of the road by the Chesapeake and Ohio in 1911 
may affect the interest of all parties concerned remains to 
be seen. 

Many other illustrations of abuse, real or alleged, of bare 
majority control to the detriment of minority shareholders 
might be mentioned. 1 In most cases the fairness of the 
management is a matter of business judgment; depending 
generally upon the policy adopted as to charging better- 
ments to capital or income account. And the courts are 
very properly chary of hampering boards of directors in the 
exercise of this discretion. But there can be little doubt 
that such arrangements are always fraught with real danger 
to the powerless minority interest. On the other hand, it 
should be recognized that the power of a small minority 
to obstruct proceedings, in order perhaps to compel a pur- 
chase of their holdings at exorbitant prices, must be subject 
to proper control by judicial authority. Blackmailing 
suits and obstructive legal proceedings, either for purely 
speculative purposes 2 or in the interest of extortion, have 
been too frequent in our industrial history. Nevertheless, 

J St. Joseph and Grand Island; Central of Georgia; Chicago and Eastern Illinois; 
cited in detail by the author in The Railway-Age Gazette, January 5, 1912, p. 19 et seq- 

2 The Keene Southern Pacific Pool; Quarterly Journal of Economics, vol. xxv, 1911, 
p. 205. 
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the striking tendency toward railway consolidation since 
1900, and the demonstrated ease with which a concentrated 
body of stock, even far short of an actual majority, may 
carry matters with a high hand, regardless of minority 
rights, have proved the need of remedial legislation. The 
extraordinary position of the small percentage of still in- 
dependent (" non-assenting ") stockholders of the Lake 
Shore road, standing in the pathway of its actual merger with 
the New York Central at this time, affords an instance 
of the conflicting interests involved. The New York Cen- 
tral has for years managed the Lake Shore primarily in its 
own interest, even to the extent of using it as its fiscal agent 
in controlling the Reading and other subordinate roads in 
Trunk Line territory. Nice questions of conflicting rights 
between majority and minority interests have naturally 
arisen all along the line. 

Assuredly no undue obstacle should be placed by law in 
the way of a straightforward movement toward combina- 
tion of connecting, non-competing railroad companies. 
All such movements make for better service, simpler finan- 
cing and more economical management. But there is a wide 
difference between buying the property, — e.g., the entire 
capital stock of a company — and merely acquiring 51 per 
cent of its shares. It is this latter practise which should 
be regulated. The propositions and debates in Congress 
dealt with the matter at length, following out the plans in 
the President's message of 1910; but unfortunately the 
Mann-Elkins act did not cover the point at all. The matter 
has, however, been revived by the wise recommendations 
of the Railroad Securities Commission authorized under 
that law. These recommendations may best be stated by 
the following excerpt from its report. 

Any company, or group of companies, which has purchased a 
majority of the stock of any existing road may properly be re- 
quired to buy the minority stock at the same price as that paid 
for the majority stock where the price has been uniform. If the 
price has not been uniform, the purchase should be either at the 
average price paid for such holdings or at a price to be fixed by 
appraisal, at the option of the minority stockholders. 



NOTES AND MEMORANDA 381 

If a company has acquired control of the common stock of 
another, but not of its preferred, it should be required either to 
buy the preferred stock or to make the preference cumulative. 
For the continued existence of a non-cumulative preference under 
such conditions will offer constant temptations to unfair dealing, 
if not to actual fraud. 

In order to avoid vexatious opposition to consolidation by a 
minority it should be possible, after such an offer had been fairly 
made, to convey the property by three-fourths vote of the share- 
holders and dissolve the corporation. The purchase of less than 
a majority of the stock of one line by another (except as one of a 
group of railroads jointly holding the stock of some connecting 
company) should be discountenanced and as far as possible pro- 
hibited. 

It is to be hoped that Congress will deal with this im- 
portant matter in connection with whatever supplementary 
legislation is needed to round out our present Interstate 
Commerce Laws. Mere cumulative voting for directors on 
the principle of certain proposed reforms in the laws re- 
specting the suffrage, in order to curb the tyranny of polit- 
ical majorities, might do something. But it would need 
to be a part of a general plan for Federal incorporation of 
railroads. That is a proposal of larger scope, which, it 
should be added, is also favorably treated by the Railroad 
Securities Commission in another part of its Report. 

William Z. Ripley. 
Harvard University. 



STATE BOUNTIES AND THE BEET-SUGAR 
INDUSTRY 

State bounties as a method of stimulating the development 
of the beet-sugar industry in the United States were most 
in vogue from 1895-98. There were some cases of state 
bounty granting before this and a few have occurred since, 
but the main activity took place during the three years 



